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Proposed Regulations for the Unearned Income 
Medicare Tax
-by Neil E. Harl*  
 One of the revenue offsets in the Patient Protection and Affordable Care Act1 was the 
imposition of an unearned income Medicare tax2 after 2012 on couples filing a joint return 
or a surviving spouse who earns more than $250,000 ($125,000 for married taxpayers 
filing separately) and $200,000 for other taxpayers.3  The tax is imposed at a rate of 3.8 
percent of the lesser of the taxpayer’s “net investment income”  or the excess (if any) over 
the modified adjusted gross income for the taxable year over the threshold amount.4 On 
December 5, 2012, the Department of the Treasury released proposed amendments to the 
regulations that provide guidance for individuals, estates and trusts.5
Definition of “net investment income”
 The statute defines “net investment income” as the excess of the sum of gross income 
from interest, dividends, annuities, royalties and rents, other than such income derived in the 
ordinary course of a trade or business; other gross income derived from a trade or business 
which is a passive activity or a trade or business of trading in financial instruments or 
commodities; and the net gain attributable to the disposition of property, other than property 
held in a trade or business which is not a passive activity,6 in excess of the individual’s 
modified adjusted gross income for the taxable year over the threshold amount.7 The term 
also includes gains from the disposition of interests in a partnership or S corporation but 
only to the extent of the net gain which would be taken into account by the transferor if all 
property of the partnership or S corporation were sold for fair market value immediately 
before the disposition of such interest.8
 Modified adjusted gross income is defined as the adjusted gross income increased by the 
excess of (1) the amount excluded from gross income under I.R.C. § 911(a)(1) (foreign 
earned income) over the amount of any deductions (taken into account in computing adjusted 
gross income) or exclusions disallowed under I.R.C. § 911(d)(6) (denial of double benefits) 
with respect to the amount excluded from gross income as foreign earned income.9
 The term “net investment income” includes cash rents and, it appears, non-material 
participation share rents as well as noted in more detail below.10  The term does not include 
distributions from qualified retirement plans.11
 The tax applies to trusts and estates at the same rate, based on the lesser of the undistributed 
net investment income for the taxable year or the excess of the adjusted gross income over 
the dollar amount at which the highest tax bracket begins for the taxable year.12 The tax 
does not apply to non-resident aliens or to trusts all of the unexpired interests in which are 
devoted to one or more specifically designated charitable purposes.13 A bankruptcy estate 
of a debtor who is an individual who files under chapters 7 or 11 (and is eligible for new 
tax entity status) is treated as an individual for purposes of computing the 3.8 percent tax.14 
______________________________________________________________________ 
* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Profes sor of Economics, 
Iowa State University; member of the Iowa Bar.
Agricultural
    Law Digest
Volume 24, No. 1 January 4, 2013                    ISSN 1051-2780
Agricultural Law Digest is published by the Agricultural Law Press, 127 Young Rd., Kelso, WA 98626 (ph 360-200-5666), bimonthly except June and December.  Annual 
subscription $90 by e-mail.  Copyright 2013 by  Robert P. Achenbach, Jr. and Neil E. Harl.  No part of this newsletter may be reproduced or transmitted in any form or by 
any means, electronic or mechanical, including photocopying, recording or by any information storage or retrieval system, without prior permission in writing from the 
publisher.  http://www.agrilawpress.com  Printed  on recycled paper.
1
partnership or stock in an S corporation, gain from the disposition 
is taken into account only to the extent of the net gain which 
would be taken into account if all property in the partnership or 
S corporation were sold for fair market value immediately before 
the disposition of the interest.39 The Congressional intent was that 
a transferor of an interest in a partnership or of the stock in an 
S corporation would be in a position similar to where the entire 
partnership or S corporation had disposed of all of its properties 
with the gain or loss passed through to its owners (including the 
transferor).40
 Keep in mind that these rules would appear not to apply to 
entities where the “partnership” is within the “small partnership” 
exception.41 This possibility is not mentioned in the proposed 
regulations but, as noted above, the individual partners could be 
subject to the tax.
Installment sales
 In the case of a disposition of an interest in a partnership or 
stock in an S corporation in an installment sale transaction, the 
proposed regulations specify that the adjustment to net gain is to be 
calculated in the year of disposition.42 The gain and any adjustment 
are deferred and recognized proportionally under I.R.C. § 453.43 In 
the event the year of the disposition occurs before the effective date 
of the proposed regulations, these adjustments are not applicable 
unless elected to apply.44
 In general, the income tax gain and loss rules, including 
deferral provisions such as installment sales, like-kind exchanges, 
involuntary conversions and the exclusion of gain from the sale 
of the principal residence, apply for purposes of determining net 
gain in figuring the 3.8 percent tax.45
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